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Honorable Wilbur D. Mills
Chairman, Committee on Ways and Means
House of Representatives
Washington,
D. C.
20025
Dear Mr. Mills:

The Division of Federal Taxation of the American
Institute of Certified Public Accountants has recommended on
several occasions legislation to permit the reporting of income
in the year earned,
even though some payments may be received
in advance, and to allow deductions for reasonable additions
to reserves for estimated expenses.
We remain convinced that
legislation on both these areas is desirable, but we are
particularly concerned at this time about the trend in recent
court decisions involving one aspect of the problem, namely
the imposition of tax on payments for merchandise or other
property which are received prior to the occurrence of a sale.
From an accounting standpoint there should be no
distinction between services and merchandise., i.e., income should
not be recognized until services are performed or goods are sold.
However, there is a conceptual difference in the tax law that
should cut across the application of both the claim-of-right
doctrine and regular accrual accounting for tax purposes.
Gross
receipts from services constitute statutory gross income., whereas
gross income from dealings in property includes only the gain
from such sales.

Four recent cases indicate that the Tax Court, as well
as one Circuit Court of Appeals, feels that tax should be imposed
at the time of receipt of a prepayment for merchandise even though
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the merchandise has not been delivered.

These cases are:

Chester and Doris Farrara v. Com.

Modernaire Interiors, Inc. v. Com.
S. Garber, Inc. v. Com.

(44 TC 189)

(T.C. Memo 1968-252)

(51 TC No. 72)

Hagen Advertising Displays., Inc. v. Com. (47 TC 139)
affirmed by U. S. Court of Appeals. 6th Circuit
March 3, 1969 (69-1 USTC para. 9254)
In effect, these cases hold that upon receipt of the
sales price, or any part thereof, such amounts must be taken into
income.
Subsequently, when the merchandise is shipped or delivered
or title passes to the customer, a deduction is allowed for the
cost of the merchandise.
The fact that these two events take place
in different years, distorting the income of both years, has been
disregarded.
We recognize that the Circuit Court in the Hagen
case held that inclusion in gross income of the entire amount of
advance payments, without an allowance for related cost of goods
sold, would constitute taxation of the return of capital.
Never
theless, the Circuit Court affirmed the decision of the Tax Court
because the taxpayer had not established an amount of cost of goods
sold applicable to the advance payments.

Violation of the Annual Accounting Concept
The treatment that the courts have invoked violates
the annual accounting concept which requires the matching of
revenues with related costs and expenses.
The courts in the cited
cases have, in effect, completely dismissed this principle.
Judge
Hoyt of the Tax Court in his dissenting opinion in Hagen spelled
out the problem:

"... The evidence here convinces me that
respondent’s determination exceeds permissible limits
because it taxes gross receipts rather than the gain
from the sale of goods, which gain alone is income
subject to taxation ....

"Petitioner computes its cost of goods sold
according to elementary accounting principles.
That
is, it starts with its inventory (of raw materials, work
in process, and finished goods) at the beginning of the
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year, adds to this its cost of material, labor., and over
head for the year., and subtracts its inventory at the end
of the year.
The ending inventory includes all goods on
hand to which the taxpayer holds title, including goods
(either completed or partially completed)., produced for
specific customer orders, which have not yet been delivered.
This is not only in accordance with good accounting methods
but also with the Internal Revenue Code and regulations.
The rules for inventory accounting are prescribed in
Section 1.471-1, Income Tax Regs.:

In order to reflect taxable income correctly,
inventories at the beginning and end of each tax
able year are necessary in every case in which the
production, purchase, or sale of merchandise is an
income-producing factor.
The inventory should
include all finished or partly finished goods * * *
Merchandise shall be included in the inventory only
if title thereto is vested in the taxpayer.
Accord
ingly, the seller should include in his inventory
goods under contract for sale but not yet segregated
and applied to the contract * * * but should exclude
from inventory goods sold * * * title to which has
passed to the purchaser.
(Emphasis added.)

"Under the respondent’s regulations petitioner is
required to include in yearend inventory the signs which it
has produced (or is in the process of producing) under
specific contract but which have not yet been delivered.,
or to which title has not yet been transferred.

"The inclusion of these goods in yearend inventory
means that their cost is excluded (or removed) from the
cost of goods sold for the year, for as already explained
above, cost of goods sold equals beginning inventory, plus
manufacturing costs minus ending inventory.
Thus., the
respondent's adjustments as upheld by the majority in this
case would include in income advance payments received for
goods which have not yet been delivered and which., there
fore, must be inventoried at yearend and thereby excluded
from cost of goods sold for the year.
The net effect is
to tax gross receipts from these sales without reduction
by any cost of those very goods sold.’’
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Relationship with Inventory Regulations

As indicated by Judge Hoyt, the treatment of prepay
ments involving merchandise is directly related to the income
tax rules covering inventories.
Section 471 of the Internal
Revenue Code prescribes that inventories are to be recognized
in determining income.
The regulations under this section hold
that inventories are necessary in every case where the sale of
merchandise is an income-producing factor.
The income tax rules
governing inventories have their origin in the accounting concept
that the cost of an item of merchandise should be removed from
inventory at the time of sale, which ordinarily coincides with the
time the sales revenue is recognized.
It is improper when payment is received in advance of
shipment or delivery of the merchandise that revenue and cost
should be recognized in different taxable periods.
Taxation of Advance Payments in Conflict with Regulations

The Commissioner's regulations appear to support non
recognition of income upon receipt of advance payments for mer
chandise.
Section 446 of the Code provides the general rule for
methods of accounting.
The regulations under this section discuss
briefly the accounting for taxpayers on the accrual method.
Section 1.446-1(c)(1)(ii) provides in part that
”. . .A taxpayer engaged in a manufacturing
business may account for sales of his product when
the goods are shipped, when the product is delivered
or accepted, or when title to the goods passes to the
customers, whether or not billed depending upon the
method regularly employed in keeping his books.”
This regulation appears to be permissive, suggesting
that any taxpayer may report sales under one of these conventional
methods.
The taxpayers in the cited cases had all been reporting
their income in a manner consistent with this provision.
By tax
ing advance payments for merchandise the Commissioner has super
imposed an exception to his regulation.
In effect, he has taken
the position that where such payments are received, a taxpayer
may not account for sales in accordance with the procedure out
lined in the regulations.
Rather he must account for these sales
at the time that payment is received.
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Constitutional Issue

In addition to the conflict with the annual account
ing concept,
there may be a constitutional question involved.
In the Tax Court's opinion in the case of Lela Sullenger
(11 TC 1076) the Court observed
"... the Commissioner has always recognized,
as indeed he must to stay within the Constitution ,
that the cost of goods sold must be deducted from
gross receipts in order to arrive at gross income.
No more than gross income can be subjected to income
tax upon any theory."
This observation is supported by the Commissioner's
regulations under Section 61 of the Code, which identifies gross
income as the starting point in arriving at taxable income.
The
regulations (Section 1.61-3(a)) provide:
"in a manufacturing, merchandising or mining
business, 'gross income’ means the total sales, less
the cost of goods sold., plus any income from invest
ments and from incidental and outside operations or
sources."

The only reasonable interpretation of this provision
is that the matching of the cost of an item with the sale of the
item should be made in the same year.
In the cases cited., how
ever, it was held to the contrary.
The Tax Court required that
the gross income from the "sales" in question was to be reported
in two segments.
The advance payments were added to income in
the year received.
Presumably,
the costs were recognized in a
subsequent year when the goods were shipped or delivered.
There
was never any matching of sales with related costs.
Proposed Solution
Several years ago your Committee assisted in the reso
lution of a similar problem. Automobile clubs had been account
ing for dues revenue ratably over the period to which the dues
applied.
The Commissioner proposed that dues revenue should be
recognized in the year received and that the related expenses
should not be deductible until a later year when actually incurred.
The courts supported the Commissioner's treatment which was
completely contrary to the accounting principle of matching revenue
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with related costs and expenses. As a result, your Committee
introduced an amendment to the Internal Revenue Code which was
eventually enacted as Section 456.
(See also Code Section 455.)
The Division of Federal Taxation of the American
Institute of Certified Public Accountants feels that similar
action covering advance payments for merchandise should be taken
at this time.
The problem should be resolved by an amendment to
the Internal Revenue Code.
We propose, therefore, that Section 451 of the Internal
Revenue Code be amended by adding a new subsection (d) as follows:
(d)

Sales of Merchandise - Payment received for
goods sold by a taxpayer in the ordinary
course of a trade or business shall be
included in income in the year in which the
sale takes place.
For this purpose the
method of accounting regularly employed by
the taxpayer in keeping his books shall be
determinative.

Alternatively, Section 451 could be amended to make it
clear that gross income from the sale of merchandise or other
property is the gain from such sale and not the gross receipts
therefrom.

Respectfully submitted,

William T. Barnes, General Chairman
Division of Federal Taxation

